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An essential part of an economy of developing and less developed nations lies in the 
establishment of a set of financial markets. In these financial markets companies are able 
to determine their capital structure by making rational decisions on whether to look 
internally or externally for financing. The study analysed the capital structures with a 
view of determining the extent of the applicability of capital structure theories to listed 
companies that are operating under a hyper inflation. The aim of the study was to verify 
the theoretical findings and predictions about determinants of capital structure. 
There is extensive literature on capital structure theories and their validity, Miller and 
Modigliani (1958), Ross (1977), Myers (1984 and 1977), Myers and Majluf (1984), and 
others, which have focused on why firms opt for certain capital structures. These studies 
have been conducted in stable macro economic environments of developed, developing, 
and least developed countries. There has been no in-depth study on the choices of capital 
structure that has been done in an unstable economy that is characterised by hyper 
inflation, such as Zimbabwe. As a step to understanding the rational and choices of 
capital structure in a hyperinflationary environment, a sample of eight companies listed 
on Zimbabwe Stock Exchange, which has a total of seventy five listed companies, was 
selected. Size, tangibility, profitability, and non-tax debt shield were the determinants of 
capital structure that were used. Debt to equity ratio was also used to analyse the 











The objective of the research was to test the validity and applicability of the conventional 
capital structure theories in the Zimbabwean environment between 1998 and 2006. In the 
literature review, the research presents an overview of four main capital structure theories 
namely; trade-off, signalling, pecking order and agency theory. The research critically 
examined capital structures of eight listed companies in Zimbabwe that have been 
operating under hyper inflation. The comparison of capital structures of companies in 
different sectors was done to determine if there was any link between the choice of a 
particular capital structure mix and the sector the company was operating in. The impact 
of interest rates was also taken into account in the research to determine the effect under 
the same environment. 
Zimbabwe has experienced very high levels of inflation from 2000 with recent official 
statistics indicating inflation to be 100,580.2% as of end of January 2008. 
This figure is widely perceived as understated as the basket of good used in the 
calculation is based on government controlled prices. According to the IMF the real 
inflation figure taking into account the "black market" prices is estimated at 150,000%. 
This presentation will not delve into the debate of the definition of hyperinflation but the 
evidence points out a hyperinflationary environment by all accounts. 
To conduct the research, inflation adjusted financial reports dating from 1998 to 2006 of 
eight listed companies on the Zimbabwe Stock Exchange were analysed. This was in line 











hyperinflationary environment to give a fair and meaningful view of the financial 
position of an entity. 
The key findings of the research were that in a hyperinflationary environment, firms shift 
from expensive external sources of capital such as debt finance especially when interest 
rates increase to cheaper internal sources of financing, where implementation is almost 
instantaneous. Firms also adopt generic frameworks to make their capital structure 
decisions when faced with the same adverse economic factors, which means there are no 
major differences according to industry classification. However, capital structure theories 
that have been developed are applicable to Zimbabwe's hyperinflationary environment in 
different intensities, though some of the key underlying assumptions could not be 
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CHAPTER 1: INTRODUCTION 
1.1 Introduction 
Since the article by Miller and Modigliani (M & M) (1958), debate has been on going 
about capital structures and reasons why firms borrow. Several studies by Ross (1977), 
Myers (1984 and 1977), Myers and Majluf (1984), Marsh (1982), and others which can 
be found in a survey by Harris and Raviv (1991), have been conducted to understand the 
relationship between debt and equity and the reason why finns opt for a particular capital 
structure. These studies are highlighted in the subsequent theories stated in the research 
which were primarily built on the M & M Propositions. The underlying assumption of 
most capital structure theories has been a stable macro-economic environment where 
market forces come into play. According to a country report by the International 
Monetary Fund (2004), Zimbabwe has experienced one of the worst post Second World 
War economic declines in living history and as such has provided an opportunity to learn 
more about how publicly listed companies have operated under such an environment, 
particularly in the context of capital structure decisions. 
Empirical research has been carried out in both developed and developing countries 
based on the various capital structure theories or hypotheses, such as the agency theory, 
signalling theory, pecking order theory and the trade off theory. 
Fan, Titan and Twite (2003) in their study of capital structures in 39 developed and 











information environment affected the financing decisions. In this study they concluded 
that the presence of information intermediaries resulted in lower leverage reduced short 
term debt and the use of more trade credit. They also concluded that the level of 
sophistication of the banking sector, equity and bond markets intluenced capital 
structures with weak evidence suggesting that higher level of funds that are available to 
institutional investors are linked to lower leverage and usage of long term debt. 
Hammes (2003L in a survey of companies in Canada, Denmark and Italy, Sweden, UK 
and the US concluded that firm size, profitability, tangibility, market to book ratio have 
significant impact on firm's choice of capital structure theories. 
As evidenced by the studies cited it is clear that there is no universal single theory of 
capital structure that can be applied in every situation. In addition there is also lack of 
consensus about the basic empirical facts on the choice of an optimal capital structure. 
Miller and Modigliani laid the foundations for capital structure theories and concluded 
that under certain conditions, a company's current market value would not be affected by 
the financing policy. Ross (1977) concluded that the level of debt chosen by managers 
sends a signal to external investors about the quality of the company, in support of the 
signalling theory. Myers (1977) argues that ultimately the company bears all the tax 
consequences of its operations whether it pays these taxes directly or indirectly. Jensen 
and Meckling (1976) developed agency theory due to the contlict between the interests of 
shareholders and their agents, who are managers, and concluded that by issuing debt, 











Apart from the fact that the studies that have been cited above show that there is no 
overall consensus; they were also conducted in stable economic environments. While the 
Zimbabwe situation is very isolated, it presents an opportunity to investigate capital 
structure choices under an unstable economic environment. This research adds a new 
dimension by examining how listed companies that have been operating in a hyper 
inflationary environment have financed their operations and seeks to establish the 
applicability of the different capital structure theories. In order to investigate the capital 
structure decisions in the context of a volatile economic environment, this study 
answered the following questions by undertaking studies in eight companies that are 
listed on the Zimbabwe Stock Exchange: and examined their financial statements 
between 1998 and 2006. 
a. How have cO/porate structures and financing patterns changed in Zimbabwe 
between 1998 and 2006? 
b. How have listed companies in Zimbabwe financed their growth and to what extent 
have capital structure theories been applicable? 
c. Are there any differences in corporate structures according to industry 
classification, size offirm under hyperinflation? 
1.2 Research Objectives 
The purpose of this research was to test the validity or otherwise of capital structure 
theories under abnormal economic conditions. The essence of most capital structure 
decisions is to find an optimal mix of debt and equity that maximises value based on 











widely held financial theories on capital structures hold true when the macro-economic 
environment is unstable and they are many variables. In the case of Zimbabwe, the 
country has been experiencing unprecedented inflation yet the stock market has 
continued operating albeit with serious challenges. Previously the same stock exchange 
had always been used as a model of a successful emerging capital market. On the other 
hand the availability of long term debt is almost non existent as most lenders are not 
willing to commit funds for longer periods due to inflationary capital erosion. This is 
evident in the inactivity of the bond market. The research was also conducted to add to 
the on going debate about capital structures especially in a developing country operating 
under high levels of inflation. 
With such high levels of inflation, it was widely expected that the Zimbabwean economy 
would have collapsed and the capital market would have been totally dysfunctional. 
However, this has not occurred and by and large the stock market is still operational. It is 
important therefore to establish how companies have adjusted their capital structures to 
survive under such conditions. This study will shed light on this particular aspect. 
It is important to note that this is the first known study of this scope, which intends to add 
knowledge on the issue of capital structures under hyperinflation. Other studies 1 done 
previously have concluded that companies operating in a particular industry sector tend to 
have similar capital structures. The extreme form of these theories makes the assumption 
that; firms in a particular sector simply "follow the leader" in determining their debt to 
1 Titman and Wessels [1988] - US, Campbell and Hamao [1995]- Japan and Gatward and 












equity mix (Behavioural Aspects of Intra Industry Capital Structure Decisions, 1996). 
This research will seek to verify whether this also holds true in Zimbabwe during hyper 
inflation. 
Finally the research also seeks to identify trends and patterns in capital structures and the 
optimum mix over the defined period and the impact of those shifts in relation to 
profitability, non debt tax shields and the size of the firm. 
1.3 Importance of Research 
Companies can finance operations through ordinary and preferred shares, with retained 
earnings, or with debt. In most instances a company uses a combination of these 
instruments. Capital structure refers to the relationship between debt and equity and 
provides an insight into how risky a company is. M & M (1958) brought in a new 
dimension, which highlighted the importance of debt mainly due to the tax shield offered 
to companies. From this it would appear therefore that companies can continue 
leveraging themselves in order to benefit from the tax effects. 
In practice, high levels of debt introduce prospects of bankruptcy and therefore there 
exists a point at which companies simply can no longer afford to borrow. Capital 
structures are important, as they are often a choice by management of the compromise 
between no debt and equity. Managing capital structures is important for the survival of a 











understanding of how companies have structured their balance sheets under 
hyperinflation. 
1.4 Research Limitations 
The Zimbabwean government has continuously intervened through the Central Bank and 
provided various loans at concessionary interest rates that are below inflation. This has 
resulted in the Central Bank adopting a dual interest rate regime whereby market rates 
which are still significantly negative, and running parallel to concessionary rates that 
were awarded to corporates with the view of stimulating growth. This has caused 
distortions, which are evident in the research, and this will have an effect on the 
comparisons drawn between companies in from the same sector depending on the source 
of funds. The availability of these funds also had an effect of influencing companies to 
favour debt as a form of finance with some arbitraging on the debt and investing the 
funds in the financial markets. In addition, the research will attempt to understand how 
the intervention of Central bank might have impacted on capital structure decisions 
given the fact that hyperinflation makes capital cheap for as long as the interest rate is 
below the inflation rate. Nevertheless it will be interesting to see the impact of such 
policies on the capital structures of the sample companies and based on this, one can 
make an inference on the rest of the listed companies given that the total population is 
very small with a total of seventy five companies with a sample of eight used for the 
study. 
Due to the small size of the sample which is about ten percent (10%) of the total, no 











the outset. The small sample size is therefore another limitation of the study including the 
fact that in some cases only one company was selected during the analysis of the sectors. 
This was due to the fact that such sectors only have one company listed on the stock 
exchange. Caution should be exercised where general conclusions are made based on 
such limitations. 
A further limitation of the research was that the analysis was based on inflation adjusted 
financial statements according to lAS 29 (Financial Reporting in Hyperinflationary 
Economies). However, this only came into effect in Zimbabwe during the period between 
2001 and 2002 thus the information prior to that is historical. This somehow distorts the 
comparison but nevertheless the time period covered is long enough to provide a basis for 
accurate analysis. The other area, which this study will not delve into, is the use of the 
inflation adjusted accounts, an issue, which is widely disputed in the Zimbabwean 
environment with the main argument being the base to be applied to adjust the historical 
financials. This is an area of subjectivity and much debate; the literature review section 
will address some of these issues. 
1.6 Organisation of the Dissertation 
The rest of the dissertation is arranged as follows: Chapter 2 is a review of the literature 
which gives the theoretical anchor for the study; this chapter highlights work done by 
other researchers and indicates the gaps which the study seeks to fill. Chapter 3 is a 
continuation of the literature review and reviews the whole subject of choice of capital 











subject of hyperinflation; this is important so that the reader is able to relate the analysis 
to the background against which companies have been operating. The chapter also 
includes a section, which provides an analysis of the Zimbabwean economy highlighting 
major economic milestones since 1980 when the country was granted political 
independence from Britain. Chapter 5 deals with the methodology and approach used to 
conduct the study, it helps in underpinning the findings of the study as it sets the 
parameters of the research. Chapter 6 discusses the findings and presents the results of 
the research. Finally Chapter 7 deals with the conclusions and recommendations, it 











CHAPTER 2: CONCEPTUAL FRAMEWORK 
2.1 Introduction 
This chapter provides an overview of the principles and theory of capital structures. 
There is an abundance of literature on Capital Structure Theory and an attempt is made to 
summarise the key issues and link them to this study, however, it is beyond the scope of 
this study to present all the arguments and controversy surrounding academic debate on 
capital structures. 
Capital Structure Theory is defined as the study of the relative importance of debt and 
equity in influencing the value of a firm. The performance of a company in the market is 
to some extent influenced by the efficiency of its capital structure. In basic terms, the 
composition of the total capital of a company is what makes the capital structure. Total 
capital in this case is defined as the net disposable funds after subtracting current 
liabilities. The next section presents the theory of capital structures and begins by looking 
at some of the fundamental issues where the study of modern day finance has evolved. 
2.2 Miller & Modigliani Propositions 
It is most appropriate to commence a review of Capital Structure Theory by considering 
the "irrelevance" propositions published by Miller and Modigliani in their paper in 1958. 
Their work laid the base for the history of modern finance theories and is regularly 











M proposition is that given some conditions, a company's current market value would not 
be affected by the financing policy. In other words M & M's hypothesis was that there is 
no optimal capital structure due to the fact that whatever the level of debt, a company's 
Weighted Average Cost of Capital (W ACC) would not change. Any increase in Return 
On Equity (ROE) resulting from financial leverage is exactly offset by the increase in risk 
and therefore WACC is constant. In simplistic terms, Miller and Modigliani in their paper 
in 1958 was quoted as saying "the size of the pie does not change regardless how you 
slice it". Their research was premised on the following fundamental assumptions: 
I. There is neither brokerage nor any other transaction costs. 
2. There are no personal income taxes or corporate taxes. 
3. In the event of insolvency, company assets can be disposed of at fair market 
value. 
4. All market participants can lend or borrow at the same risk free rate. 
5. All investors are price takers and have the same information as management about 
the firm's earnings which are described by a normal distribution. 
6. Earnings before Interest and Taxes (EBIT) is unaffected by the use of debt. 
The conclusion from the M & M research was two propositions, which are summarised 
below. 
Proposition 1: The market value of a firm is independent of its capital structure 
Stated mathematically V L= V u where V L is a levered firm and V u represents value of 











the share prices of the two firms were the same. From the first proposition M & M 
derived the second proposition. 
Proposition 2: Firm's leverage has no effect on its Weighted Average Cost of Capital 
(WACC) 
"The increased cost of borrowed funds as leverage increases tends to be offset by a 
corresponding reduction in the yield of common stock" (Miller and Modigliani, 1958). In 
other words, the cost of equity capital is a linear function of the debt to equity ratio. This 
proposition can be stated mathematically as follows: 
Rs=Ro+B/S (Ro-Rb) where Rs is the cost of equity (required rate of return on 
equity), Rb the cost of debt (required return on debt), Ro is the cost of capital of an all 
equity firm, B is the total debt and S is the value of equity. The equation means that the 
average weighted cost of capital is constant regardless of the debt to equity ratio, a firm's 
attempt to reduce the cost of capital by adding debt, which is cheaper than equity will be 
offset by an increase in the cost of equity as it becomes more risky. The graph below 
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W ACC would decrease continuously as financial leverage increases towards 100% debt 
finance. Mathematically this is represented by the equation: 
V L= Vu+ TcB where TcB is the present value of the tax shield (Tc represents 
company tax rate and B is the value of debt) and M & M Proposition II becomes 
Rs=Ro+B/S (Ro-Rb) (l-Tc). 
The above relationship implies that companies can maximise value by assuming an all 
debt capital structure. Myers (1993) argues that few corporates are guaranteed to always 
show taxable profits in the future. A loss making company is unable to use the tax shield 
and basically forfeits the time value of money but carries the tax shield into the future. 
Miller (1977) in article entitled "Debt and Taxes" revisited the issue of tax advantage of 
debt by also looking at the compensation that lenders (investors) will require as they are 
expected to pay tax on the interest income. Equity investors on the other hand get a tax 
break as they can opt to postpone payment of income tax by not realising the capital 
gains. In the long run Myers (1977) argues that ultimately the company bears all the tax 
consequences of its operations whether it pays these taxes directly (company tax) or 
indirectly (higher returns required on the securities that are traded). 
In conclusion, after taking into account personal taxes, the value of a levered company is 
given by the relationship: 











Where Tb is the personal tax rate on ordinary income such as interest income and T s is 
the personal tax rate on equity distributions. The next section outlines the financial theory 
with respect to bankruptcy costs. 
2.4 Bankruptcy Costs 
So far M & M's model has not taken into account the fact that as debt increases so does 
the risk of bankruptcy. Generally there are two forms of bankruptcy costs; direct and 
indirect costs. Legal and administrative costs of liquidation and restructuring are often 
categorised as direct costs. Michal Palata (2003) argues that while these costs can 
sometimes be large in absolute terms, generally they are very low compared to the value 
of the firm. Warner (1977) found that, in a survey of 20 railroad bankruptcies, the actual 
costs were about 1 % of the market value of the company seven years before the 
bankruptcy and the figure tended to rise as the bankruptcy approached (i.e. 2.5% of the 
market value of the firm three years prior to the bankruptcy). Due to the small quantum 
value of the direct bankruptcy costs in relation to the firm value, one can argue that these 
costs do not therefore playa major role when it comes to the choice of capital structures. 
It is important to look at the indirect bankruptcy costs and analyse their impact on the 
choice of capital structures. Barclay et al. (1995) point out that certain indirect 
bankruptcy costs can be very significant for both small and large firms and that they are 
best thought of as reduction in company value due to a shift in the company's investment 
policy arising from financial distress. The costs arise when the company is unable to 
carryon in business due to under investment when there is a threat of bankruptcy. Myers 











probability that borrowing will bring trouble. Think also of the value that may be lost if 
trouble comes." Myers (1984) in an earlier paper had aptly summed up the literature on 
bankruptcy costs by making two very important statements about financing behaviour: 
1) Risky firms ought to borrow less. Risk in this case is defined as the variance rate 
of the market value of the firm's assets. 
2) Companies with intangible assets where lenders are unable to collateralise the 
assets, tend to have low gearing and generally find that debt financing is 
expensive. Specialised intangible assets are more likely to lose value in financial 
distress. 
In conclusion, we will briefly present a regression model that can be used to test the 
validity and application of the Trade-Off Theory. The model studies the effects of the 
factors, which have been discussed so far on a firm's leverage and is expressed 
mathematically by the following relationship: 
Lit= a+ PFit+ Bit 
Lit represents the leverage of the firm i on the date t and Fit the set of factors observed at 
the date t. Taking into account the different variables, Rajan and Zingales (1995) have 
expanded the regression model into: 
Lit= a+ j3sizeSIZEit+ j3projitPRO FITit + j3tangTANGit + j3mtbMTBit+ j3taxT AXit+ Bit 
A brief discussion of the factors and how they relate to leverage is done below: 
a. Size. According to Rajan and Zingales (1995), large companies tend to be more 
diversified and generally fail less often and therefore size is an inverse proxy for 











correlated to leverage (j3size>O). Size is often represented by the natural logarithm 
of sales or natural logarithm of total assets. 
b. Profit. Trade-off theory predicts that profit making firms are more highly 
leveraged to offset corporate taxes. Profitability is represented by earnings before 
interest and taxes (EBIT) divided by total assets (T A) or EBITDA (EBIT less 
depreciation and amortization) over total assets. Trade-Off Theory predicts that 
j3profit>O. 
c. Nature of Assets (TANG). Tangible assets can be used as collateral, which means 
that the more assets one has the greater the capacity to borrow. Trade-Off Theory 
predicts j3tang>o. 
d. Growth Opportunities (MTB). Market-to-book ratio represents market 
expectations about the value of future investments as well as growth prospects of 
the firm. Trade-off theory predicts a negative correlation between this ratio and 
leverage. j3mtb<O. 
e. Taxes (Tax). To protect payment of high taxes, companies tend to use debt as a 
shield. Trade-off theory therefore predicts a positive relationship with leverage 
j3tax>O. 
Having discussed the trade-off theory, which is a natural progression to the M & M 
propositions, we will now proceed to briefly review other theories which offer a 
different perspective to the choice of capital structures. The next section will present 











2.5 Signalling Theory 
One of M & M's assumptions is called symmetrical information, where investors and 
managers have the same information about the future prospects of a company. In reality 
this is never always the case, as managers tend to have better information than external 
investors. This is called asymmetric information and it has an important effect on optimal 
capital structure. Ross (1977) argued that managers with full information about the 
company and with their rewards depending on the firm value and future returns are 
motivated to send signals to investors. Under this model, managers know the true 
distribution of company returns while investors do not. Managers are rewarded if the 
firm's shares are more highly valued by the market but are punished if the company is 
liquidated. This means that the level of debt chosen by managers sends a signal to 
external investors about the quality of the company. High leverage is a "good signal." 
The empirical implication of this finding is that, one would expect positive (negative) 
stock price reactions in response to capital structure changes that increase (decrease) 
gearing. This is in contrast to the Pecking Order Theory which is discussed in the next 
section. 
2.6 Pecking Order Theory 
Myers (1984) and Myers and Majluf (1984) developed the Pecking Order Theory, as it is 
known today. Under the Pecking Order Theory, managers with asymmetric information 
about positive future prospects of a company will raise capital internally by reinvesting 
net income and disposing off its short term marketable securities. Only when this source 











The Pecking Order Theory generally regards issuance of common stock as the option of 
last resort. 
As evidenced above, there is no well defined optimal capital structure in the Pecking 
Order Theory. The benefits of interest tax shield and the threat of financial distress have 
secondary significance under the Pecking Order Theory. Level of gearing is simply a 
summation of past events and debt ratios change when there is an imbalance of internal 
cash flow, net of dividends and real investment opportunities. This theory offers an 
explanation on why highly profitable and cash rich companies borrow less. The reason 
for low gearing is not because they have low target debt ratios but due to the fact that 
they have sufficient internal resources to finance their capital investment. 
We will briefly discuss in the next section the last capital structure theory which is the 
agency theory. 
2.7 Agency Theory 
One fundamental assumption of the previous capital structure theories is that managers 
and shareholders interests are perfectly aligned. This however, in reality is usually not the 
case and the agency theory recognises that people will make decisions in their own 
interests. These decisions could be congruent with the interests of the firm but sometimes 
are not. A quotation from Adam Smith (1776) is appropriate: "'The directors of such 
Uoint-stock) companies, however, being the managers rather of other people's money 











anxious vigilance with which the partners in a private company frequently watch over 
their own. Like the stewards of a rich man, they are apt to consider attention to small 
matters as not for the master's honour, and very easily give themselves a dispensation 
from having it. Negligence and profusion, therefore, must always prevail, more or less, in 
the management of the affairs of such a company" 
Jensen and Meckling (1976) developed Agency Theory as a consequence of the contlict 
between the interests of shareholders and their agents (management). They explained 
how optimal capital structures can be determined with the assistance of agency costs 
arising out of the contlict between shareholders on the one hand and management on the 
other. A number of authors have extended this theory and its application further. Key 
among these is the contribution of Myers (1997) on agency costs of debt and Jensen 
(1986) on the role of free cash tlow in the determination of an optimal capital structure. 
Jensen argues that by issuing debt, managers are committing themselves to payout future 
cash tlows. Thus debt reduces the agency costs of free cash tlow by reducing the amount 
of cash available for spending at the discretion of managers. Debt therefore plays a very 
important control function in companies that generate large cash tlows but with low 
growth prospects and more importantly in companies that are down sizing. In these 
companies there is tremendous pressure to waste company resources through investments 
in uneconomic projects. 
Jensen and Meckling (1976) noted that highly geared companies or those that are close to 











somebody else's money. If an investment yields large returns that are well above the face 
value of the debt, shareholders will derive most of the gain. While on the other hand, if 
the investment does not succeed, holders of the debt face the consequence due to the fact 
shareholders have limited liability. Because of this, shareholders will pursue even high-
risk projects that end up reducing the value of the firm. 
Harris and Raviv (1991) argue that such investments result in a decrease in the value of 
the firm. The reduction on the value of the equity from the poor investment can be more 
than offset by the gain in the equity value captured at the expense of debt holders. 
In summary Jensen and Meckling (1976) state that the agency costs associated with debt 
consist ofthe following: 
1. The opportunity wealth loss caused by the impact of debt on the investment 
decisions of the company. 
2. The monitoring and bonding expenditures by the bondholders and the company. 
3. The bankruptcy and reorganisation costs. 
In conclusion it has been shown that the agency effects of debt can potentially influence 
capital structure decisions and the optimal capital structure can be determined by trading 
off the agency costs of debt versus the benefits of debt as previously described. To sum 
up this chapter, the fundamental assumptions and implications of each of the capital 











Table 1 Summary of Capital Structures 
Theory Key Assumptions Key Predictions 
Trade Off Theory Releases the "no 
taxes" and "no 
bankruptcy costs" 
assumptions. 















1. Companies follow a trade-off process of 
capital structure adjustment that leads to 
an optimal gearing level over the long 
term. 
2. The effective tax rate is positively related 
with the debt level. 
3. Default risk is negatively correlated to 
firm's debt ratio. 
4. Companies with greater growth 
opportunities will have a lower target debt 
ratio. 
5. Company debt is positively correlated 
with the tangibility of its assets. 
6. The size of a company is positively 
correlated to the level of debt. 
7. There is a negative relationship between 
gearing and profitability. 
1. Leverage IS positively correlated with 
company value. 
2. The debt-equity ratio will be positively 
correlated with the company's 
profitability. 
3. Leverage is positively related to the extent 
of managerial ownership. 
4. One cannot expect positive (negative) 
stock price reactions in response to capital 
structure changes that increase (decrease) 
leverage. 
1. There IS a pecking order: companies 
prefer internal to external finance and 
issuance of safer securities to more risky 
ones. 
2. Leverage increases with the extent of 
information asymmetry. 
3. The level of a company's debt IS 
negatively correlated with the volume of 
free cash flow. 
4. Debt issues do not cause any stock price 
movements 
1. Leverage is positively correlated with the 
volume of free cash flow. 










debt holders are not attempt to prevent asset substitution. 
perfectly aligned. 3. Firms with fewer growth opportunities 
will have higher debt levels. 
4. Leverage IS negatively related to 











CHAPTER 3: CHOICES OF CAPITAL STRUCTURES 
3.1 Introduction 
The chapter is a continuation of the literature review and provides insight into what 
influences companies to make a choice of the optimal capital structure. Prior research on 
in Least Developed Countries (LDC) is reviewed to identify the gains and reveal the 
areas that are still lacking, on a comparative with the Zimbabwean case. 
Capital structure theory implies that companies make a choice of what has been often 
referred to as a target debt to equity ratio and that this choice is based upon a balance 
between the cost and benefit of debt as compared to equity (optimal structure). 
According to a survey by Harris and Raviv (1990), there exists a lot of literature, which 
describes and attempts to explain the choices of capital structures in developed countries. 
This literature normally makes a fundamental assumption that well functioning liquid 
financial markets in which investors can participate and diversify their risk exists and 
also that a country's legal system honours and protects ownership of property. While this 
holds true in developed countries, the same cannot be said in certain developing countries 
where there is little or no respect for rule of law and in the case of Zimbabwe the general 
market conditions have been far from ideal. 
The Zimbabwean economic environment has also resulted in interest rate distortions 











fully functional. There is no fluid and active bond market to facilitate optimal capital 
structure decisions. Other hybrid finance products such as Asset Based Securities are 
non-existent because of the economic distortions. This has had an effect on the choice of 
the capital structure of firms. 
3.2 Previous Research in Least Developed Countries 
The International Finance Corporation (IFC) through its Economics Department launched 
detailed research into this area of capital structures in Least Developed Countries (LDC) 
and commissioned several research projects whose findings will be reviewed in this 
project. Singh and Hamid (1995) as part of the IFC funded project noted that there was a 
serious lack of knowledge about capital structures in developing countries. Part of the 
reason of this lack of information was attributed to poor accounting data, which made it 
very difficult to compile valuable analytical reports. In this first study Singh and Hamid 
(1995) reviewed nine countries namely: Jordan, India, Malaysia, Mexico, Pakistan, 
Thailand, Turkey and Zimbabwe. The study set out some research questions, which 
primarily considered the following issues: 
a. Nature of corporate capital structures in developing countries in the 1980s. 
b. How corporates in developing countries financed their growth and to what extent 
was the "Pecking Order Theory" applicable. 
c. Whether there were any inter country differences in corporate structures and also 
whether there were similarities with developed countries financing patterns. 
d. How corporate structures and financing patterns have changed in developing 











e. Whether corporate structures and financing profiles of companies supported by 
the IFC were similar to those that were not supported. 
f Did fast-growing, developing countries have different corporate structures from 
unsuccessfitl ones? 
In conclusion, Singh and Hamid (1995) found out that there were major differences in 
structures of corporate finance between developed countries and developing countries. 
They found out that corporates in developing countries used more external finance than 
their counterparts in developed countries. This was a surprise as the generally held view 
had been that there is a serious lack of capital in LDC' s and also according to the 
"Pecking Order Theory" companies use internal funds first before resorting to expensive 
external funds. The second finding was that more than half the companies that were 
surveyed in LDC's, used a greater percentage of equity rather than debt to finance their 
growth. This was different from the pattern found in the developed countries such as 
Japan, France and Italy where previous studies by Whitington (1968, 1975); Singh (1971, 
1975); Whitington (1971, 1980); Meeks (1977) and many others had found out that 
corporates use external financing and to a large extent debt for growth. This research is 
different in that it considers capital structures for a specific country, Zimbabwe, and goes 
further in analysing structures of eight listed companies. The research also takes into 
account the effects of hyperinflation and seeks to understand how companies are 
financed. Results from Singh and Hamid's paper will be used to compare the difference 











Demirguc-Kunt and Maksimovic (1994) investigated capital structures in a sample of the 
largest publicly traded firms in ten developing countries-Brazil, India, Jordan, the 
Republic of Korea, Malaysia, Mexico, Pakistan, Thailand, Turkey and Zimbabwe 
between 1980 and 1991. Choice of these countries was based on the fact that they had 
reasonably well developed capital markets and gave a good geographical spread from 
which one could learn about the diverse experiences out of which conclusions could be 
drawn about capital structures. Their major finding was that variables that predict capital 
structures in the United States also predict choices of capital structure in these developing 
countries. In addition they found out that variables suggested by Agency Theory 
explained more of the variation than variables suggested by tax based theories. For both 
short term and long term equations in most of the countries sampled, they also concluded 
that asset structure; liquidity and industry effects had more explanatory power than firm 
size, growth opportunities and tax effects. Finally they concluded that in most countries, 
total indebtedness was negatively related to net fixed assets, suggesting that markets for 
long term debt do not function properly. It is interesting to note that this study also 
covered part of the South American financial crisis where Brazil's average annual 
inflation was 327% with Mexico's at 66% followed by Turkey at 44% but in the case of 
Zimbabwe, the country had just attained independence and had inherited a fairly robust 
financial services sector. Average annual inflation for Zimbabwe was 12.5% compared to 
the current 7634.8% (Financial Gazette Business Report 23 August 2007). While the 
study looked at Brazil and Turkey under hyperinflation the levels were no where near the 
present situation in Zimbabwe. In addition, the issue of rule of law in terms of respect of 











paper will be analysed further and compared to the findings of the current situation in 
Zimbabwe. This research takes the subject further and focuses on just one country and 
seeks to provide a new insight on the behaviour of companies when the external macro-
economic environment is far from normal. 
Stark (1996) in his study on Determinants and Trends Of Capital Structures of Listed 
South African Industrial Companies 1975 to 1993 argues that high interest rates cause 
companies to choose one of two routes; 
(i) to be risk averse and maintain low gearing or 
(ii) to seek maximum debt structure to utilise tax benefits. 
He further argues that in South Africa when interest rates were high, companies reduced 
their usage of long term debt across all sectors and instead used off balance sheet 
financing for vehicles, building and plant and equipment. In addition he concluded that 
industrial classification was a determinant of debt ratios as firms tended to have similar 
gearing ratios depending on their industry. This study was very limited in scope and did 
not delve beyond the outlined areas. In addition the study was premised on a stable 
developing economy and as such did not provide insights into a hyperinflationary 
environment. 
Ramos (1998) in a study on capital structures and portfolio composition during the 
banking crisis in Argentina in 1995 looked at how banks rationalised their portfolio 
composition and capital structures following a period of financial distress. The study 











Banks were the only industry that the study considered whereas this study did not include 
financial institutions as it was felt that they belonged to a special area and their definition 
of capital structure differed significantly from that of corporates in other sectors. 
Medeiros and Daher (200 1) in a study entitled Testing The Pecking Order Theory of 
Capital Structure in Brazilian Firms looked at capital structures of 132 listed companies 
in Brazil. The objective of the study was to test if the Pecking Theory applied to the 
Brazilian firms. In their findings they concluded that the Pecking Theory in its weak form 
was applicable to Brazilian firms but did not hold in its strong form. Their analysis also 
showed that the goodness of fit of the Brazilian regression was significantly better than 
those reported for American firms and that Brazilian firms seemed closer to the Pecking 
Order's strong form than the American ones. This study goes beyond just looking at 
Pecking Order and tests other finance theories and also seeks to understand capital 
structures in a hyperinflation environment. 
In conclusion, an overview has been provided into how companies select the optimal 
capital structure but most of the prior research that has been done on LDC's has been 
conducted in stable developing economies and as such, did not provide insights into a 
hyperinflationary environment such as the one that Zimbabwe is currently experiencing. 
None of the literature that has been reviewed shows that research has been conducted for 
a specific country and the previous research has focussed on stable economies. This 
research is therefore different in that it considers capital structures for a specific LDC 
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CHAPTER 4: HYPERINFLATION AND BACKGROUND 
ON ZIMBABWEAN ECONOMY 
4.1 Introduction 
The chapter provides a definition of hyperinflation and also provides some background 
on the Zimbabwean economy and highlights the key issues that have confronted the 
private sector during the period 1998 to 2007. The definition of hyper inflation IS 
provided to help understand the analysis which follows in the findings section. 
4.2 Hyperinflation 
Broadly, inflation is described as the rate at which the general level of prices for goods 
and services is rising, and subsequently, purchasing power is falling. There has been 
considerable debate of what rate would qualify to be termed as hyperinflation. Mohr 
(2000) describes hyper inflation as a persistent increase in prices and also as a 
complicated, dynamic process which can be analysed in a number of different ways one 
of which is the imbalance between claims and contributions to the national economy. 
Mohr (2000) argues that inflation is not an economic phenomenon but a political and 
economic problem. 
The dominating theme in inflation theories is that there is a clear correlation between 
prices and money supply. Literature not only provides a large body of evidence that this 











cause of inflation (Cagan, 1956; Sargent, 1982; Edison, 1983: Deane & Pringle, 1994; 
Debelle & Fischer, 1994). 
It is important to note that there is a difference between chronic cyclical inflation and a 
steady ongoing inflation, which is usually referred to as hyperinflation. Chronic cyclical 
inflation is defined as the state of continually rising prices in the economy while 
hyperinflation is often described as the state when inflation is proceeding at abnormally 
high rates. Lafalaise (2002) defines hyperinflation as any rate which is higher than 80% 
per month. Cagan (1956) suggests a purely "arbitrary" definition: the period with 
monthly inflation rates of 50%. 
The IMF (2001) published a report with a list of countries whose rate was defined as 
hyperinflation. Zimbabwe is one of the countries which are cited in the IMF report as 
experiencing hyperinflation. We have accepted the definition of hyperinflation as high 
sustained inflation which is higher than 80% on year on year basis. The latest year-on-
year unofficial inflation figure which is for October 2007 was 14841 % and a month on 
month figure of 136% consequently the highest in the world (Zimbabwe Independent). 
The Central Statistical Office has not produced an updated figure due to the consumer 
goods shortage triggered by price controls making computation difficult. 
This study does not intend to delve into the debate of what rate would be accepted as 












The reason for doing so is to determine whether there are differences in the manner 
companies finance operations under hyperinflation. 
Whittington, Saporta and Singh (1997) concluded that hyperinflation can cause 
significant distortion on the corporate finance patterns of firms and employed a method 
of adjusting the inflation accounts for companies in Turkey for the period 1982-90. They 
concluded that the figures that they obtained gave a better and more realistic picture of 
company performance than the unadjusted historicalIy stated financial statements. Based 
on this analysis Whittington et al. (1997) concluded that corporates operating in a 
hyperinflationary environment tended to rely more on external finance for growth than 
internal finance and also that companies relied on the issuance of new shares to a large 
extent. This conclusion was in support of previous findings by Singh and Hamid (1995) 
and contradicted the Pecking Order Theory, which states that companies first of alI use 
internal funds for growth before seeking external sources. To enable the same 
understanding, this study used inflation-adjusted accounts that were presented by the 
target companies in Zimbabwe. 
In a recent study, Chamisa (2006) concludes that Zimbabwean investment analysts are 
not using inflation-adjusted accounts in their evaluation of listed companies. According 
to Chamisa (2006), the analysts perceive information provided by hyperinflation-adjusted 
financial statements to be of little use and they posit that company executives have 
limited understanding of hyperinflation adjustments and generalIy think that the value of 











actual use or perceived use of hyperinflation-adjusted accounts by capital markets in 
emerging markets has not been well researched (Chamisa, 2006:5). This therefore 
suggests that there has been little research on capital structures for companies operating 
under hyperinflation. The lack of knowledge provides an opportunity for this study to 
give some insight into how companies finance their operations under hyperinflation and 
whether capital structure theories as previously stated are applicable. Chamisa's (2006) 
research was primarily directed at understanding the usage of hyperinflation-adjusted 
financial statements while this study utilises inflation-adjusted accounts to analyse the 
capital structures of selected corporates in Zimbabwe. 
The next section provides a brief background about the Zimbabwean economy, which 
helps to understand some of the external factors that have influenced the way companies 
have operated. 
4.3 Background on the Zimbabwean Economy 
The Zimbabwean economic decline has been gradual over the years with the adoption of 
socialist policies in the eighties and the subsequent adoption of the IMF prescribed 
Economic Adjustment Programmes in the nineties which proved detrimental and 
escalated the decline. The country experienced a major drought in 1995, which resulted 
in the destruction of the crop yields, and during the same year the International Monetary 
Fund (IMF) suspended balance of payments support due to policy differences with the 
government. The economic decline trigger point was what is commonly referred to as the 











75%. The Central Bank had to suspend trade in the currency to prevent further decline. 
This is largely attributed to two factors i.e. the awarding of Z$50,000 unbudgeted for 
gratuities to liberation "war veterans". (Equating to USO$ 2800 each then and payouts of 
ZO$2000 monthly pensions for life). This triggered an economic crisis that was already 
looming as evidenced by the slowdown in GOP growth. The payouts were funded 
through printing money which is a major inflation driver via increased money supply. 
The second factor was the announcement by the Government of the implementation of 
the 1993 Land Redistribution Act, which stipulated the redistribution of 1500 white 
commercial farms (Source Political Reawakening in Zimbabwe, Peter Bond 1999) 
The anticipated economic decline with the increased money supply growth triggered high 
levels of inflation and plunged the economy into further decline. Further, the economy 
suffered from a lack of domestic investment given that returns were less than the rising 
rate of inflation. In 1998 the economy grew by a sluggish 1.6% compared to previous 
growth rates of 3.2% and 7.6% which were experienced in 1997 and 1996 respectively. 
The main factor that affected the low growth rate in 1998 was the below par performance 
of the key sectors of the economy: agriculture, mining and industry. 
Appendix 1 shows the levels of inflation, which the country has experienced as from 
1998 right up to 2006. By the beginning of 1998 the country's year on year inflation (y-o-
y) was 24% and continued to worsen from this level. World commodity prices collapsed 











Against this background, the Zimbabwean government embarked on a borrowing spree 
which effectively "crowded out" the private sector and forced interest rates to rise. 
Government spending was financed through issuing long term bonds whose interest yield 
meant an increase in domestic debt. This resulted in a contraction of the economy with 
industries being forced to shed labour and downsize their operations. Decisions by 
corporates to finance growth as from 1998 were therefore influenced by the prevailing 
macroeconomic environment that has continued to worsen to date. These decisions 
tended to favour debt, which is the usual trend in a hyper inflationary environment if 
cheap debt is available as the costs of leverage, are offset with the loss of value of money 
due to inflation. 
4.4 Literature Review Summary 
In concluding the literature review it is noted that the subject of capital structures dates 
back to the Miller and Modigliani (1958) paper and that since then a lot of work has been 
undertaken to understand better how companies are financed. The IFC has funded several 
studies that have been targeted at Least Developed Countries seeking to build a 
knowledge base on how companies operating in these countries are financed as well as 
how their capital structures are organised. Findings to date indicate that corporates in 
developing countries tend to rely more on external finance to support the growth of their 
assets and that this external finance is equity related which is different from the 
observation of corporates in developed countries who tend to use debt finance to grow the 











finance. A few studies have been done on corporates operating under extreme 
hyperinflation. 
All prevIous studies of LDC capital structures used historical cost accounting until 
Whittington et. al (1997) applied the Constant Purchasing Power method to adjust 
accounts for hyperinflation. Whittington et. al analysed the capital structures for Turkish 
companies using the CPP method and found out that the financial ratios were distorted by 
hyperinflation. 
It was found that companies in Zimbabwe since 2000 have been presenting both inflation 
adjusted accounts and historical cost accounts. For the purpose of this study, inflation 
adjusted accounts were used for the analysis of capital structures and in the next section 













This chapter provides an outline of the methodology that was used to conduct the 
research. A detailed presentation is given to justify why a particular approach was used 
and also the shortcomings of the given approach. The study was conducted using both 
quantitative and qualitative techniques. Quantitative techniques were employed in dealing 
with the data that had been obtained from the financial statements of the companies that 
were studied while qualitative techniques were used mainly in the reviewing of literature 
to support the theoretical framework of the research as well as the analysis of the annual 
reports of the companies being studied. 
Out of the total of seventy five companies that are listed on the ZSE, eight companies 
were selected for the analysis. The companies were inserted into the following categories; 
industrial and processing sector, mining sector, hotels and leisure sector, 
telecommunications sector, food retail sector. The financial services sector was not 
included in the analysis due to the fact that capital structures were mainly driven by 
regulatory requirements from the Reserve Bank of Zimbabwe and therefore the patterns 
that emerged might not have been as a result of choices by management. The selection of 
the companies was random. A background of the companies that were selected is 











Included in this chapter is a description of the research process followed by a discussion 
of the research design and then a discussion of the research plan as well as the data 
collection methods. Using the data that was available the following determinants of 
capital structure were analysed-size, tangibility, profitability and non-tax debt shield. It is 
important to briefly summarise the theoretical framework about these variables and also 
select the correct proxies for them. 
5.2 The Variables 
5.2.1 Profitability 
Capital structure theories do not provide the same prediction on the issue of profitability. 
While the trade-off, signalling and agency theories predict a positive relationship between 
profitability and leverage, the pecking order theory predicts a negative relationship. For 
the purposes of the study, (Earnings Before Interest and Taxes) EBIT was used as the 
proxy for profitability. 
5.2.2 Non-Debt Tax Shields 
Trade off theory is the only capital structure theory, which deals with the effect of 
taxation on gearing. In brief, the theory says that as the tax liability increases companies 
tend to increase their debt. However, it must be noted that there is no single top tax rate in 
any given year and therefore this cannot serve as a good measure for taxation and 
therefore non-debt tax shields will be used instead. Under the non-debt tax shield we 
understand the tax deduction for depreciation and investment tax credits. Since non-debt 











expenses from taxable income) a company with larger non-tax shield, ceteris paribus, is 
expected to use less debt. In other words, one expects a negative relationship between 
non-debt tax shield and leverage. The proxy used for non-debt tax shield is depreciation 
over total assets. 
5.2.3 Tangibility 
The trade off and agency theories state that tangibility is positively related to gearing. 
The rationale behind this is that the greater the tangible assets that a company has the 
more its ability to raise secured debt, which is generally cheaper than, unsecured 
borrowings. In any case the value of tangible assets should be higher than intangible 
assets in the event of bankruptcy. Companies with significant tangible assets have 
historically been able to attract investors alternatively they should be able to raise capital 
to finance operations. As discussed previously, the pecking order theory leads us to a 
different conclusion due to the fact of lower information asymmetry for firms with higher 
tangibility of their assets. In the case of this study, the ratio of tangible assets to total 
assets is selected as a proxy for tangibility of assets. 
5.2.4 Size of the Firm 
Size of a finn tends to be an inverse proxy of the probability of bankruptcy of a firm. 
Small finns with low and irregular cash flows face a high possibility of bankruptcy while 
larger finns due to their diversified and more stable cash flows tend to have lower risks of 
bankruptcy. In line with the trade off theory, size is expected to be positively related to 











strong if the costs of financial distress are low. A positive relationship of size and 
leverage links up with the agency theory which argues that bigger firms are able to 
borrow at lower costs and have easier access to capital markets because of information 
asymmetry. In line with the majority of previous studies we have used the natural 
logarithm of sales to capture the size effect on the leverage of firms and by doing so, we 
imply that size effect on leverage is non linear. 
5.3 Research Process 
A detailed literature review was undertaken in order to be informed about previous work 
that has been done on the effects of hyper-inflation on capital structures. During the 
literature review, definitions of key research themes were provided to assist in an 
understanding of the subject at hand. The literature review set boundaries for the 
research. 
The research went back as far as 1998 and financial statements of the targeted companies 
were collected and captured. Annual reports of the selected companies were reviewed as 
they provided some commentary and notes to the financial statements which was used in 
the research and assisted in the understanding of how capital structures had evolved 
during a hyper-inflation environment. Notes to the financial statements were important in 
that they provided insights into how various items on the financial statements had been 
computed. The financial statements of the eight companies which were studied are at 
Appendix 3. Inflation adjusted accounts were provided by the selected companies using 
accounting standard IAS29. Companies in Zimbabwe have been presenting final year end 











basis up until the Zimbabwe Stock Exchange insisted that all listed companies had to 
comply with IAS29. Unlike Geoffrey Whittington et all 1997, this study utilises the 
inflation adjusted accounts to arrive at conclusions about the effects of hyper-inflation on 
capital structures. 
Consumer price index figures (year on year inflation) were collected from 1998 and are 
shown at Appendix 1. The data was provided from the Zimbabwe Central Statistics 
Office. This data was analysed and provided a framework which was used in the research 
to determine a cut off point when it was considered that there was hyper-inflation in 
Zimbabwe. The reason this was done was to enable a comparison of capital structures 
prior to and during hyper-inflation so as to arrive at conclusions. 
5.4 Research Design 
A sample of eight different companies out of the seventy five listed ones was studied. 
The companies were allocated to different sectors as explained earlier. While it can be 
argued that the sectors that were allocated to the various companies are sometimes not 
unique and different, a criteria was used which looked at the key business area of the 
given companies and on this basis an allocation was made. The companies and sectors 











Table 2 Summary of Sectors and Companies 
1 Industrial and Processing Sector 
Astra Industries Limited 
Delta Corporation 
2 Mining Sector 
Bindura Nickel Corporation Limited 
HwanKe Colliery_ 
3 Hotels and Leisure 




5 Foodstuffs and Retail 
Ok Zimbabwe Limited 
A random sample of ten percent of the listed companies gave a reasonable insight about 
capital structures of Zimbabwean companies under hyperinflation. It is however, possible 
that conclusions arrived at in the research might not be fully representative of all the 
companies given the limitations in the selection of a random sample. This particular 
aspect will be examined during data analysis and relevant comments made depending on 
the findings. The next section discusses the different ratios that were analysed and the 
methodology used in the computations. 
5.5 Capital Structures-Financial ratios 
One key ratio was analysed for each one of the companies under study. The ratio is debt 











In addition to the above turnover and profitability trends were also analysed to assess the 
impact of the different capital structure scenarios on the value ofthe firm. 
5.5.1 Debt to Equity Ratio 
Debt to Equity was determined by the formula: 
Total Debt 
Equity 
Total Debt was defined as the sum of all interest bearing debt. 
In addition the study examined short-term borrowings by the selected companies to 
determine whether there was a preference on usage of short term funding instead of long 
term funding given the hyper-inflation environment. In particular the research sought to 
establish the changes over time with respect to short term borrowings for the target 
compantes. 
5.6 Interest Rates 
Appendix 2 is a schedule of interest rates since 1998; the figures were obtained from 
records at the Reserve Bank of Zimbabwe and were later on used in the analysis. The 
Reserve Bank of Zimbabwe occasionally intervened and offered concessionary interest 
rates for companies in the productive sector. The study reviewed these interventions and 











CHAPTER 6: FINDINGS 
6.1 Introduction 
This chapter discusses the findings of the research and presents the results of the 
research. The chapter articulates the findings and analyses the following: each of the 
different companies within the selected sector, cross section analysis and an overall 
analysis of the sample of eight companies. The analysis is conducted to bring out the 
major insights which are discussed to answer the research questions and ultimately 
address the research objectives. 
6.2 Company Analysis 
6.3 Industrial and Processing Sector 
6.3.1 Astra Industries Limited 
Background 
This company, originally known as Astra Holdings Limited, was founded in 1939 and 
was registered on the Zimbabwe Stock Exchange in 1974 under the conglomerate sector. 
During 2001, Astra Limited Group was demerged into three companies namely Astra 
Industries limited, Cairns Holdings and Tractive Power Holdings Limited now separately 











The group now comprises of Astra Chemicals (Pty) Ltd, Astra Industries Ltd, Astra 
Paints Division, Astra Steel & Engineering Supplies Division and Celmid (Pty) Ltd 
trading as Chemical Enterprises. The major shareholder with 65% is the Finance Trust of 
Zimbabwe, which is a subsidiary of the Reserve Bank of Zimbabwe. 
Astra Analysis 
Astra's debt to equity ratio followed a downward trend indicating that the company was 
reducing debt from the period 1999 to 2006 as shown in Graph 1. Equity funding in a 
hyperinflationary economy tends to be a long and tedious process where the anticipated 
funding requirements are usually overtaken by inflation. This is evidenced by the 
company not conducting a rights issue or other stock market corporate activity as a means 
of raising capital, leaving retained earnings as the only sources of capital to fund the 
business. 
The trade off theory is supported by the trend noticeable in 2001 when the firm started 
unwinding their debt as a result of the increased concern over financial distress arising 
from the increase in interest rates to levels as high as 900%. There is a marked decline in 
profitability and this resulted in the long-term debt level being reduced. The increase in 
interest rates is also evident in the spike in the interest paid between 2004 and 2005 and 
this supports the need for the shift from debt funding to retained earnings. The company 
suffered a loss in 2004 as a result of increased finance costs due to the above mentioned 











The pecking order theory where information between investors and management is 
asymmetrical was evident in the reduction of debt. In addition, the strategy to adopt a 
debt skewed structure was reversed as interest costs started to impact negatively and 
there was an evident decline in profitability especially in 2005 when the company made a 
loss. 
The asset structure, considering the manufacturing nature of the business, shows that 
tangible assets constituted the bulk of the total assets of the firm in 1998. The trend 
changed thereafter until 2003, and started to increase again as shown in Graph 3. This 
explains why the company was able to borrow by leveraging off its assets during the 
period 1998 to 2000. The increase in tangible assets in 2003 can be attributed to 
appreciation in real value even in a hyperinflationary environment, and can be easily 
liquidated in the event of financial distress. 
The increase in operating profit was in tandem with increase in turnover but the 
improvement in cash flow did not translate into increased long term debt. Most of the 
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6.3.2 Delta Corporation Limited 
Background 
Delta is a holding company that was listed on the stock exchange in 1946. Delta was 
initially a conglomerate with shareholding in OK Zimbabwe a retailer, Zimsun an 
hotelier and Delta Beverages the main operation. These units were de-merged from the 
group to unlock value and focus on the main line of business, which is the beverages 
industry. The company's main operations are brewing, non-alcoholic beverages and agro-
industries. The main business units are Delta Beverages, which is 100% owned as well as 
African Distillers an alcoholic beverage manufacturer, mainly spirits. African Distillers is 
31 % owned by Delta. Its major shareholders are Old Mutual Life Assurance Company 
with a 28.3% shareholding and SABMiller with a 36% shareholding. Delta has 
diversified through the acquisition of a controlling stake in another listed entity Ariston 
Holdings, which is an agro-processor. 
Delta Analysis 
Delta enjoys a blue chip status on the Zimbabwe Stock Exchange and is one of the largest 
companies on the ZSE in terms of market capitalisation. It is also the largest beverages 
company in Zimbabwe and competition is insignificant with Delta commanding the sole 
manufacturing and distribution rights of Coca-Cola in the country. The size and blue chip 
status gives it favourable finance options as banks compete to lend the company funds. 
Delta was hugely profitable from 1999 to 200 I as is depicted by Graph 5 below but there 
was a huge decline in the profitability thereafter. The total long term liabilities increased 












signalling theories, which predict a positive relationship between leverage and 
profitability. 
The business primarily operates on a cash basis with huge cash flows and this also 
precipitated the increase in the debt carried as the bankruptcy costs tend to be lower for 
bigger firms with blue chip status and a consistent cash flow. This is in line with the 
advocacy of the agency theory where leverage is positively related to the size of the firm 
and consistency of cash flows. Though the company carried long term debt despite a 
serious indication of financial distress, Delta was able to access the Reserve Bank 
concessionary debt meant to stimulate economic productivity because of its blue chip 
status. 
Short term debt was also significantly reduced between 2002 and 2003 as profitability 
dropped significantly. This reduction was in conformity with the signalling theory which 
predicts that management's capital structure decisions are a direct function of their 
outlook on profitability and the information they have at hand. The trade off theory was 
also proved true in that instance as the level of interest rates shot up and the cost of debt 
outstripped the potential benefits. 
Delta operates huge plants and machinery which act as security and offer collateral 
enabling the company to access more debt. Most of the firm's assets are tangible thus 
supporting the trade off and the agency theory where gearing is positively related to the 
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6.3.3 Industrial :lnd Prol:l'ssing Sector Analysis 
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BNC is the largest producer of nickel in Zimbabwe, with two active mines Trojan Nickel 
Mine and Shangani Mine. In addition to its own mines, the group also undertakes toll 
refining for a number of third party nickel miners both local and regional. Toll refining 
normally contributes approximately 5% of total revenues. 
Bindura Analysis 
The main revenue stream for Bindura comes from exports of nickel which is susceptible 
to changes in world prices. The exchange rate is also a factor in determining the level of 
earnings. This has been a major challenge in Zimbabwe for the company. The company 
did not undertake any rights issue or corporate action related to equity as a finance 
mechanism as evidenced by the shares in issue which remained at 126 million from the 
year 2000 to date. 
The operating profit showed a lot of volatility during the period under consideration even 
though it has been at break even point for most of the period. There is a noticeable trend 
between 2000 and 2003 where profitability and leverage moved in opposite directions. 
As the company sank deeper into a loss position the level of debt was increasing. This is 
in direct defiance to the signalling and agency theories which predict a positive 
relationship between leverage and profitability. The trade off theory in its weak form was 
proved true though as the strategy adopted by the company to carry debt despite reduced 
profitability over a sustained period of time proved that the cost of debt and the increased 
risk of bankruptcy were outweighed by the benefits of carrying the debt. The tangibility 
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firm has barely made profit for most of the period from 1998 to 2005. The level of debt 
was significantly high as evidenced by a debt to equity ratio of 1.6: I from 1998 to 2002. 
This skew towards debt defies the agency theory and the signalling theory, which predicts 
a positive relationship between debt and profitability, was sustained as a result of the fact 
that most of the debt carried was from the major shareholder which is the Government of 
Zimbabwe. The level of debt was, however, significantly reduced between 2002 and 
2003 as shown by the debt to equity ratio which fell to 0.4: I. The ratio on the graph 
below indicates a level of 1 between 2003 and 2004 before a small potion of long term 
debt was carried. The trend, however, showed signs of reversal as the level of leverage 
started increasing as the company's profitability position improved between 2005 and 
2006, which supports the agency and the signalling theories, though at a much slower 
pace. 
Hwange's main assets are heavy machinery as well as biological assets in the form of 
coal reserves. The tangibility of these assets was not the reason why the company was 
able to carry debt despite sustained losses, the principal shareholder which is the 
government, provided the debt. In conformity with the pecking order theory, which 
predicts that debt is the least preferred form of financing, the company started unwinding 
their debt as profitability significantly improved between 2005 and 2006. The debt to 
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65 HOTELS AND LEISURE SF:CTOR 
6.5.1 Zimbabwe SIIII Limited (Zimsun) 
Background 
r he group operate, III th~ I~isure ind u>t ry and i, an [lwn~r/operatar of a numb.,,- [If 
resom. ootel;_ casino<. tim~,har~ op~ration' and hxlg~, throughoul Zimbab"c_ II "Iso 
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contract with a city hotel (The Grace at Rosebank) in South Africa. It was first 
established in 1968 as a division of Delta Corporation Limited and after restructuring in 
1990 was converted into a public company and listed on the Zimbabwe Stock Exchange 
and is the largest leisure orientated company in Zimbabwe. The company then demerged 
from Delta Corporation in January 2002. 
Each of the hotels and resorts offer a unique combination of leisure products catering for 
a diverse range of tastes including safaris, fishing, golf and bird watching. The group's 
properties cater for both the business and leisure traveller and have been home to most 
visiting international sporting personalities, teams and conferences. 
Zimsun Analysis 
The tourism sector in Zimbabwe has been hard hit by the political instability in the 
country and this has resulted in a decline in tourist arrivals as well as a shift from 
international tourists to domestic tourrists and business conferences, which both have 
previously been the major drivers of revenue for Zimsun. The major capital requirements 
over the years have been for hotel refurbishments and well as purchase of Information 
Technology infrastructure. 
The dominant financing strategy for the group was the use of retained earnings. This was 
in conformity with the pecking order theory, where debt is the least prefered form of 
funding especially when earnings are uncertain. This decline and switch from debt to 
retained earnings was triggered by the increase in interest rates. This switch supported the 
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6.5.2 TA Holdings 
Hackgro und 
IA Holdings is a diversified investment comrany with intorests in Tn",ism. Insurance 
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the business traveller. The insurance companies operate as Zimnat while the company 
controls a 30% shareholding in Sable Chemicals which is a Chemical manufacturing 
company based in Kwekwe Zimbabwe. 
TA Analysis 
TAwas geared from 1998 to 2003 with the spikes in borrowings occurring during 1999 
and 2003, and operating profit was constantly lower, for the period 1999 to 2005, 
compared to 2006. The increase in profitability was contributed by other T A divisions. 
The trend contradicted the agency theory, which predicts a positive relationship between 
leverage and profitability, where the debt equity ratio significantly dropped in 2005 yet 
profitability went up during the same period. The company reduced debt in 2003 as 
shown in the debt to equity ratio downward trend in graph 22. No strong link exists 
between tangibility of assets and the debt that was raised for financing, indicating that 
other forms of financing were utilised by TA. 
The company suffered a loss in net profit in 2004 as a result of increased finance costs 
due to the increase in interest rates. The reduction in debt also supports the pecking order 
theory, where information between investors and management is asymmetrical. 
The trend in tangible assets was downward showing that tangible assets did not dominate 
the asset structure. This is attributed to the service nature of the group, which may be the 
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Hotel and Leisure Sectur Anal~'s i s 
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6.6 TELECOl\li\1lJ:'IICATIOI\S SECTOR 
6.6.1 [COllct \Virclcss Huldillgs Limited 
lJackgruund 
EcOtICt commenccd ils orcratiollS in .l ui: 199X providing t.I .~ommunicalions products 
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Ltd has a 100% shareholding In Franchise Development Management All 
Communications (Pvt) Ltd, Data Control and Systems (1996) (Pvt) Ltd, Econet Wireless 
(Pvt) Ltd and EW Capital Holdings (Pvt) Ltd which in turn has a 24.6% shareholding in 
Kingdom Financial Holdings Ltd thereby making it an associate company. Econet 
Wireless Holdings Ltd also holds an 84.3% holding in Transaction Processing Systems 
(Pvt) Ltd. 
Econet Wireless (Pvt) Ltd is the group's cellular network operator and main subsidiary in 
terms of contribution to turnover and profitability. The company is the largest mobile 
cellular network provider in Zimbabwe with a 55% market share. Data Control and 
Systems (1996) (Pvt) Ltd which trades as Ecoweb, is the largest internet service provider 
serving both corporate and individual dial-up customers. Franchise Development 
Management All Communications (Pvt) Ltd which trades as YourFone is the community 
phone service operator and is the largest such operation in the country. 
Transaction Processing Systems (Pvt) Ltd is a leading provider of financial transaction 
switching services, point of sale and value-added services that exploit the convergence of 
banking, information technology and telecommunications. Kingdom Financial Holdings, 
which is the group's associate company, is a diversified Zimbabwean listed financial 
services group. This investment allows the group to exploit synergies between the 
telecommunications industry and the banking services sector which include mobile 












Econet is a market leader with a market share of 55% and most of its capital expenditure 
is foreign currency denominated. Upon listing in 1998 the firm's capital structure was 
skewed towards equity as it was still an new entrant in the market competing with the two 
unlisted main competitors Telecel and Netone who had been in operation for two years. 
To facilitate rapid network expansion in 1999 and with the importation of equipment 
from Erickson as indicated by the tangible asset to total assets ratio, the company shifted 
its structure towards debt. Most of the assets of the firm i.e telecoms equipment are 
tangible and despite the inflationary enviroment, the trade off capital structure theory 
proved true with the increased debt related to more capital equipment and company 
growth. This enabled it to leverage off its increased size and growing earnings. 
Despite the increased market share over the years and growth in the firm, the gearing was 
reduced to zero in 2006 due to the unvailability of debt and the foreign exchange shortage 
in the economy. Most of the expansion has been funded through retained earnings. The 
enhanced profitability over the years fuelled by increased subscriber numbers did not 
trigger a need for increased debt for further expansion in conformity with pecking order 
theory which implies that debt is the least prefered financing option, especially when 
EBIT is increasing. The trend where the increased profitabilty did not translate into 
increased debt however, defies the trade off theory which predits increased debt with 
increased profitability. The opposite was true and this proves that the trade off theory in 
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6.7 FOOD RETAILSECTOR 











OK i, a major ,upermar\;et cha in that was fou nd ed in 1<)..\0 and li sted on the 7imbabwc 
Stock Exdulllgc in 2001 aft~r a demerger from [)~lta. It s business covers three major 










under three brand names of OK stores, Bon Marche' stores and OK Express. The 
operations are through a branch network of 39 OK stores, 5 Bon Marche stores and 7 OK 
Express stores. The main competitors are Spar, TM supermarkets part of the listed 
Meikles Africa Group. 
OK Analysis 
The retail industry in Zimbabwe has been affected by the diminishing disposable incomes 
as a result of inflationary pressures. This has mainly impacted the market for luxury 
consumer goods with the shift towards basic comodities, which is the target market for 
OK Zimbabwe. OK operates a cash business that requires very low levels of gearing for 
short term working capital requirements. The nature of its business is such that capital 
raising initiatives are meant to fund shop rollouts and branch expansions and 
renovations. The total debt to equity ratio showed signs of volatility but the interest paid 
has been consistent over the years reflecting very low levels of finance costs .The 
company did not have any debt in 1998 and there was a spike in 1999 to 2001, where the 
debt to equity ratio rose significantly. This was meant to fund an expansion programme 
before declining to around zero in 2002 . The reduction was prompted by the increasing 
finance costs in relation to the potential decline in earnings which materialised as 
evidenced by an operating losses from 2003 to 2006, offset by finance income to give net 
profit. This is evidence that the company in that year did not make its profits from core 
activities. The business is very susceptable to declining disposable incomes and potential 
price controls that have characterised the Zimbabwean enviroment, which have negative 
effect on profitabiltiy. The effect has been very low debt levels to avoid the potential 
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6.8 Summary-Overall Analysis 
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for both industries that capital structures changed as the economy deteriorated in support 
of the capital structure theory assumptions. 
Capital structures have changed from 1998 to 2006 as there were both internal and 
external influences, mainly higher interest rates. Companies have all moved from the 
expensive debt financing to non-costly ways of financing their operations. Listed 
companies in Zimbabwe financed their growth by debt during the 1998 to 2000 and 
changed to retained earnings as the cost of servicing debt increased from 2000 to 2006. 
Though equity is the preferred source of funding compared to debt, because there are no 
servicing charges such as interest, there is a lag in time during the equity capital raising 
and under hyper inflation the capital raised will have been greatly reduced in real terms 
due to high inflation. Given the background on equity finance, most companies were 
involved in very little corporate action that involved equity financing but used internal 











CHAPTER 7: CONCLUSION 
The quantitative and qualitative techniques that were used in the study to assess the 
determinants of capital structure, which are size, tangibility, profitability and non-tax debt 
shield of the selected companies and the sectors, successfully demonstrated that capital 
structure theories are by and large applicable in an economy operating under hyper 
inflation such as Zimbabwe and have a bearing on how companies finance their balance 
sheets. 
7.1 Comparison with Other Research 
A lot of work has been undertaken on the topic of capital structures dating back to Miller 
and Modigliani (1958) but there has been very little research that has been directed on 
corporates that are operating in extreme hyper inflation such as that being incurred in 
Zimbabwe. Whittington et al. found that hyper inflation distorts financial ratios. There is 
evidence that hyper inflation distorted financial ratios in Zimbabwe as the same trends 
have been noticed in the quantitative graphs that were constructed and reviewed, 
regardless of the different nature and industry of business. 
7.2 Major insights emerging from the study 
There are major insights that have been revealed by the study, which are: 
• The literature review that has been reviewed indicates that there IS very little 
research that has been directed to hyper inflation economies and situations. Very 











hence there is lack of comparability. This study is therefore breaks new ground by 
revealing how capital structure decisions are arrived at in a hyper inflationary 
environment, and definitely for Zimbabwe. 
• Capital structures change with hyper inflation and there is strong evidence that 
financial ratios are distorted by hyper inflation. 
• Companies use the same capital structures as they alI want (optimal) cheap and 
tax efficient ways of funding the balance sheet as the factors that cause hyper 
inflation have affected companies on a wide basis. 
• Quality information is not readily and cheaply available In Zimbabwe, which 
makes it very difficult to accurately assess the choices and impact of capital 
structures. Zimbabwe does not enjoy access to capital markets due to the 
perceived high risk, and therefore is not a target for international investment. This 
has closed out Zimbabwean companies from participating in other types of capital 
raising instruments. 
• Even when companies are faced with harsh operating conditions, they adapt to the 
changing environment by changing the source of finance and the structure of the 
company, as a survival tactic. This is reaffirmed by the ability to make both 
operating profit and net profits after adjusting for inflation. 
• Capital structure theories give an indication of the action a company takes 
(internal action) in response to external changes allowing managers to plan ahead. 
• Some of the assumptions of the capital structure theories were not assessed 











perceived by market, free cash flow and bond contracts impacting negatively on 
the study. 
In conclusion, the objective of the research was to test the validity and applicability of the 
conventional capital structure theories in the Zimbabwean environment between 1998 
and 2006, where evidence was exhibited that the capital structure theories are valid 
though applicable in different intensities. It is important to restate the research questions 
and summarise how the research questions have been addressed or the points of 
departure, if any. 
7.3 Answering the Research Questions 
The research questions are: 
1. How have corporate structures and financing patterns changed in Zimbabwe 
between 1998 and 2006? 
The graphs shown above in the analysis section indicate that companies have followed 
universal capital structure decisions. This has been influenced by the same factors having 
a generic effect on all the companies in Zimbabwe, which is in an economic crisis. It has 
been evidenced that all the eight companies that were assessed changed from debt 
financing to other fonns of financing their operations, being mainly retained earnings 
which is a cheap fonn of financing relative to debt finance. There has been little equity 
finance raising activity due to the costs involved and the time lags, where the capital 
raised would be eroded by hyper inflation. This has led to the conclusion that corporate 
structures and financing patterns have changed in Zimbabwe. The capital structures have 











2. How have listed companies in Zimbabwe financed their growth and to what extent 
have capital structure theories been applicable? 
Companies listed on the ZSE have traditionally financed their operations by debt, and by 
raising equity through rights issues and Initial Public Offerings. The sample that has been 
assessed in this research shows that the economic situation in Zimbabwe has significantly 
deteriorated with high interest rates and hyper inflation negatively affecting corporates. 
This has led companies to shift from the traditional capital raising methods to internal 
means of financing their operations. The deliberate strategy by companies to reduce debt 
was necessitated by the high interest rates which are a function of high government 
borrowing, which crowds out the private sector ultimately inhibiting private sector 
investment. This has caused companies in Zimbabwe to shrink and ultimately source 
funding from internal means. This phenomenon has been widely evident in the analysis 
this research has undertaken and the findings thereof, where companies have shifted from 
debt and equity funding to retained earnings, which is a cheap alternative, foregoing the 
tax benefits of debt. 
Capital structures have widely been applicable to corporates listed on the ZSE, though at 
different intensities. The impact of the underlying assumptions of the capital theories 
were not all fully assessed due to the nature of the Zimbabwe capital markets, where, not 
all the financing instruments and structures are applicable or merely are in existence. The 
trade off theory has clearly been applicable as shown in the analysis of companies and 











namely: The effective tax rate is positively related with the debt level, default risk is 
negatively correlated to firm's debt ratio, and the size of a company is positively 
correlated to the level of debt. The signalling theory was applicable although not clear 
because information asymmetry between managers and investors is difficult to assess and 
quantify, especially where the stock prices and managerial ownership issues were not 
assessed. 
The pecking order theory was clearly evidenced in the analysis where companies prefer 
internal to external finance and issuance of safer securities to more risky ones. However, 
one of the key assumptions was not assessed, which is, debt issues do not cause any stock 
price movements because an event study was not undertaken. 
3. Are there any differences in corporate structures according to industry 
classification, size of firm under hyperinflation? 
The study did not identify structural differences in corporate structures according to 
industry classification under hyperinflation. The findings indicate that the structures are 
generic across industries, which is attributable to the same economic factors affecting all 
companies such as high interest rates, diminishing purchasing power, hyper inflation and 
fiscal indiscipline. A strong correlation between the choices of capital structure to the 
economic environment that has prevailed in Zimbabwe was evident, as companies and 
industries followed the same trends in the choice of capital structure even though the 
randomly selected companies represented large listed organisations. This supported 











distorts financial ratios, which in turn leads to the same trends applying to companies 
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Appendix 1: Zimbabwe Consumer Price Index-All Items (Year on Year 
Inflation) 
1998 1999 2000 2001 2002 2003 2004 2005 
% % % % % % % % 
January 24,20 44.13 55,95 80,56 116,74 208.18 622.76 133,57 
rebruary 23,99 49,97 48,91 80.48 116.35 220,94 602,49 127,22 
March 27,97 52,76 50,79 80.71 113.42 227,94 583.71 123.70 
April 26.42 52.70 53,71 80,56 113.97 269.19 505,06 129,06 
May 29.31 52,96 58,68 80,75 122,60 300.10 448,74 144.37 
June 29,84 55,20 59,27 79,64 114,66 364.42 394,56 164.31 
July 29.33 63.55 53,41 78,95 123.54 399,55 362,89 254,80 
August 29.32 68,82 53.52 78.18 135,05 426,58 314.55 265.14 
September 31.69 69,69 61.97 76,94 139,93 455,58 251.53 359,85 
October 34.33 70.40 60,82 75.49 144.14 525,84 209,02 410,98 
November 45.12 61.21 55,96 74.75 175,40 619,48 149,26 502.35 
December 46,66 56,90 55,22 73,73 198,89 598,73 132,75 585,84 
Annual Average* 31.52 58.19 55,68 78.40 134,56 384,71 381.44 266,77 
*Calculated by 
dividing the total 
of month Iy rates 
by 12 
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